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Planning Your Client's
First Audit
by CLYDE F . BRENNAN

Principal, Houston Office
Adapted from an address before the Texas Society of Certified Public Accountants, Houston Chapter—December 1968

C P A attempts to serve his client i n every way possible, be it
advice on tax problems, assistance in areas related to management
services, or performing an audit. O f these three services, the audit
generally is the most time-consuming and may present the most problems.
The client's reason for requesting an audit may be one or a combination
of things:
VERY

• To establish accountability
• T o supply financial information to vendors
• To satisfy lender in a potential borrowing
• To furnish required information for public financing
• T o fulfill a contractual obligation, such as stipulated in a profitsharing plan
• T o satisfy stockholders
Years ago, this service for a client would have been performed i n a
routine fashion, but today we are faced with many more problems. I n
recent years, the accountant's legal responsibility has come sharply into
focus, with the extent and range of liability greatly increased, and the
accountant now finds himself being held accountable to third parties i n
a much greater degree. Spiraling costs are also plaguing the C P A , but
if he hopes to satisfy his client, he will have to perform the audit i n a
most efficient manner. Minimizing his legal liability while performing
the audit in the most efficient manner is indeed a challenge to the C P A .

GENERALLY ACCEPTED AUDITING STANDARDS
Before delving into the problems presented in planning the first
audit of a client, let us briefly review the generally accepted auditing
standards as approved and adopted by the membership of the A I C P A
and published as a part of Statements on Auditing Procedure N o . 3 3 :
203
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General Standards
The examination is to be performed by a person or persons having
adequate technical training and proficiency as an auditor.
In all matters relating to the assignment, an independence in mental
attitude is to be maintained by the auditor or auditors.
Due professional care is to be exercised in the performance of the
examination and the preparation of the report.
Standards of Field Work
The work is to be adequately planned, and assistants, if any, are to
be properly supervised.
There is to be a proper study and evaluation of the existing internal
control as a basis for reliance thereon and for the determination
of the resultant extent of the tests to which auditing procedures
are to be restricted.
Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements
under examination.
Standards of Reporting
The report shall state whether the financial statements are presented
in accordance with generally accepted principles of accounting.
The report shall state whether such principles have been consistently
observed in the current period in relation to the preceding period.
Informative disclosures in the financial statements are to be regarded
as reasonably adequate unless otherwise stated in the report.
The report shall either contain an expression of opinion regarding
the financial statements, taken as a whole, or an assertion to the
effect that an opinion cannot be expressed. When an over-all
opinion cannot be expressed, the reasons therefor should be stated.
In all cases in which an auditor's name is associated with financial
statements, the report should contain a clear-cut indication of the
character of the auditor's examination, if any, and the degree of
responsibility he is taking.
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These standards are discussed in detail in Statement N o . 33, and
they should be digested fully.

PRELIMINARY CONSIDERATIONS
No one wants to turn work away, but before an audit is undertaken,
certain decisions have to be made that may affect the decision of whether
or not to perform the audit. If the client is a new one, the auditor would
want first to check his reputation by getting in touch with his banker and
reviewing a Dun & Bradstreet report, local credit references, and similar
sources. Then, the decisions to be made would include:
a. Is an adequate staff available?
b.

What are the time estimates and deadlines and can these be met?

c. What is the fee arrangement? Is it a fixed fee or will it be based
on per diem rates?
d. Is the auditor independent? Does he have a financial interest in
the client that would preclude him from being independent?
What impact would performing write-up work for the client
have on the auditor's decision? Depending on the use to which
the audit report will be put, might the answers to these questions
on independence alter the decision? Rule 1.01 of the Code of
Professional Ethics of the American Institute of C P A s says,
in part: " A member or associate, before expressing his opinion
on financial statements, has the responsibility with an enterprise
to determine whether, in the circumstances, he might expect his
opinion to be considered independent, objective and unbiased by
one who had knowledge of all the facts." Opinion N o . 12 of the
Committee on Professional Ethics states: ". . . it is of the utmost
importance to the profession that the public generally shall
maintain confidence in the objectivity of certified public accountants in expressing opinions on financial statements. In maintaining this public confidence, it is imperative to avoid relationships
which may have the appearance of a conflict of interest." In the
opinion, it will be noted that the word "facts" is not repeated,
but a problematic word, "appearance," comes up. A s a result,
the auditor could in fact be independent, but present a different
appearance to the outsider, which in turn would make his
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decision a difficult one. If the auditor will be subject to the rules
and regulations of the S E C , Regulation S - X would govern.
It states: "The Commission will not recognize any certified
public accountant or public accountant as independent who is
not in fact independent." Regulation S - X then gives examples
of circumstances inhibiting independence, such as existence of a
financial interest, or functioning as a promoter, underwriter,
voting trustee, director, officer, or employee. In its Accounting
Series Releases, however, the S E C has made its position much
clearer, and I would recommend that attention be devoted to
two releases in particular, Nos. 47 and 81, which give specific
examples of a lack of independence on the part of the accountant.
Such examples include performing write-up work, lending an
accountant to the client, and having relatives working for the
client. If there is a question concerning independence, the auditor
should consult the S E C before initiating the work.
If in the auditor's judgment he can still perform the audit, he can
start his planning.

PRE-AUDIT SURVEY
In planning the client's first audit, the auditor must know what he
is auditing. Consequently, a pre-audit survey should be undertaken to
identify the policies and procedures and the records of the client. The
extent of this review will depend on the complexity of the client's organization and the auditor's prior knowledge of its operations. Sufficient
knowledge must be acquired to plan the audit programs, however.
The survey may disclose transactions or balances in the client's
records that should be completed or eliminated before an audit report is
prepared. Frequently, in closely held corporations, transactions are
entered into that are not completed because of laxity in procedures
relating to transactions with the stockholders. It is preferable that such
balances be cleared before the audit balance-sheet date. The client may
also have transactions that have not been properly approved by its
stockholders or board of directors. Additionally, clients frequently keep
their books on a tax basis that may not be in accordance with generally
accepted accounting principles.
A s part of the auditor's pre-audit survey, he will want to read the
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articles of incorporation, by-laws, and minutes of meetings of the stockholders, the board of directors, and management committees, and important contracts and agreements. A s part of his work, a permanent file or
carry-forward analysis should be established. This file will contain items
of continuing interest and will include the following or excerpts thereof:
• Charter or articles of incorporation or partnership agreement
•
•
•
•

By-laws
Bond indentures
Outline of history and organization and nature of business
Excerpts from contracts, leases, minutes, etc., of continuing i n terest
• Organization chart, with lists of persons authorized to sign checks,
contracts, leases, etc.
• Chart of accounts and accounting methods
• Memorandum concerning the status of tax liabilities for prior
years
• Industry statistics, data, etc.
• Analyses of important accounts, such as capital stock, retained
earnings, long-term debt, property accounts, and related reserves
Such a file will save many hours of work in the future and will give
continuity to future audits, especially if there is a good chance that personnel may change.
In most companies, inventories will give the auditor the most
problems if he has not planned for the audit in advance. Inasmuch as
inventories are generally important in determining cost of sales, it is
imperative that they be examined both at the beginning and the end of
the year. If the auditor has not observed the inventories at the beginning
of the year, he may be able to satisfy himself by other means, but generally
this proves far more costly. In such a situation, the client would have
had to employ adequate procedures in taking the physical inventory to
ensure proper counts, which the auditor would have to check. The
auditor would also compute the important ratios relating to inventories
in addition to his regular audit procedures, which would also be extended
in scope.
A basic aid in planning your client's first audit is a trial balance of
the general ledger. It should be taken as of the beginning of the audit
year. The trial balance will be beneficial in reviewing the prior year's
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balances and transactions, a necessary procedure to determine that the
current year's financial statements have been prepared on the same basis
as the prior year. Additionally, the trial balance will serve as an aid i n
planning the work. What balances are or should be significant in the
client's business? Where should the emphasis be placed? Where might
the client's personnel assist us by preparing analyses, schedules, and trial
balance? Let us review a typical trial balance and plan our audit approach,
keeping in mind that the current year must be consistent with the prior
year.
In our cash work, the prior year's reconciliation should be reviewed
to determine that a proper cut-off was made.
Accounts receivable for the prior year should be checked for subsequent collection to determine that adequate provision was made for
doubtful accounts. The accounts-receivable work should be correlated
with sales to determine that a proper cut-off was made.
Inventories have already been discussed and the work necessary
to audit them. It should be kept in mind, however, that a proper cut-off
also needs to be checked as it relates to inventory and cost of sales.
Prepayments and deferrals should be checked to determine that the
applicable write-offs will be made in the proper periods.
Property and the related reserves can require a significant amount
of time in the initial audit. A tour of the client's facilities should be taken
and the major property items noted. The property records should then
be reviewed to determine that these items have been included. Invoices
and related documents should be examined to determine that these assets
have been recorded at cost. Accumulated depreciation should also be
checked to determine that adequate provision based on the life assigned
to the assets has been made. Deeds should also be examined for the
purchase of land. In planning the audit, considerable time can be saved
by having the client's personnel assemble the invoices and related documents.
Liabilities should be reviewed to determine that they apply to such
year. A search for unrecorded liabilities should also be made to ascertain
that a proper cut-off had been made. Federal income tax returns for all
open years should be reviewed for any unusual items. If an agent's
examination report is available, it also should be reviewed to determine
what items were in question and their possible impact on open years.
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Differences between book income and tax income as shown in Schedule
M should be noted to determine if deferred federal income taxes have
been recorded and, if so, if in reasonable amounts.
In connection with stockholders' equity, the stock book should be
examined and all transactions accounted for. The retained earnings
should be reviewed to determine that the balance represents undistributed
earnings of the company since inception.
The income and expense accounts should be reviewed and important
ratios computed.
Minute books should also be read and important items excerpted.
The points covered about relate to an audit where a relationship with
the client has previously existed. What are the procedures when a client
is new, but has previously been audited by another firm? Specific procedures may vary from firm to firm, but generally the new firm would
want to contact its predecessor not only to avoid any suspicion that the
engagement has been solicited, but also to determine if there is any
important information not readily apparent that the new auditor should
be aware of. In addition, hopefully, the prior auditor will allow his
successor to review his working papers, inasmuch as the successor must
to some extent rely on the work the prior auditor has done, especially if
inventories are concerned. Much of the work described above could be
eliminated if the prior auditor has already performed the work. Perhaps
this is a sensitive area, but certainly the approach to auditing is subjective
in many ways, and one firm's approach can vary significantly from
another's.

AICPA'S RECOMMENDATIONS
The independent auditor's first report has been adequately covered
in "Statements on Auditing Procedure N o . 33," beginning on page 50
of that statement :
• When the independent auditor reports on the first accounting
period of a newly organized company, he need make no reference
to consistency, since there exists no previous period with which
to make a comparison.
• When the independent auditor makes his first examination of an
established company, he should adopt procedures that are practicable and reasonable in the circumstances to assure himself that
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the accounting principles employed are consistent as between the
current and the preceding year. Where adequate records have
been maintained by the client, it is practicable and reasonable to
extend auditing procedures sufficiently to give an opinion on
consistency. Limitations imposed by the client with respect to
these procedures would require appropriate qualification.
• There may be situations where the inadequacy of the financial
records for the earlier years precludes the independent auditor
from forming an opinion about the consistent application of
accounting principles and the reasonable accuracy of the account
balances at the beginning of the current year. Where such amounts
could materially affect current operating results, the independent
auditor would be unable to express an opinion on the current
year's statement of income. When this is true, the independent
auditor should state in his report that the inadequate condition of
the records prevents him from expressing an opinion not only on
consistency, but also on the statements of income and retained
earnings for the current year. F o r example, the independent
auditor's report might contain the following:
. . . and such other auditing procedures as we considered
necessary in the circumstances, except as indicated in the following paragraph.
• 'Because of major inadequacies in the company's accounting
records for the previous year, it was not practicable to extend our
auditing procedures sufficiently to enable us to express an opinion
on the statement(s) of income and retained earnings for the year
ended (current year) or on the consistency of application of
accounting principles with the preceding year.
• • In our opinion, the accompanying balance sheet presents fairly
the financial position of the X Company as of (current year end)
in conformity with generally accepted accounting principles.
• If accounting records for prior years were kept on a basis which
did not result in a fair presentation of financial position and results
of operations for those years, comparison of the statements upon
which the independent auditor is reporting with those of prior
years would be of little significance. Accordingly, the customary
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reference to consistency in the independent auditor's report may
be omitted and his report could be presented as follows:
(Middle paragraph)
• • The Company has kept its records and has prepared its financial
statements for previous years on the cash basis with no recognition having been accorded accounts receivable, accounts payable,
or accrued expenses. A t the beginning of the current year the
company, with our approval, adopted the accrual basis of accounting, and appropriate adjustments, where material, have been made
to retained earnings as of the beginning of the year.
(Opinion paragraph)
• • In our opinion the accompanying balance sheet and statement(s)
of income and retained earnings present fairly the financial position of the X Company as of October 31, 1 9 . . , and the results of
its operations for the year then ended, in conformity with generally
accepted accounting principles.

CONCLUSION
A s can readily be seen, the initial examination (be it the client's first
audit or the first audit as the successor auditor) is not like any other
examination. It requires careful consideration on the auditor's part to
determine that the work is adequate yet not excessive. A n d to meet this
standard requires planning on the auditor's part, both before the audit
begins and throughout its execution.

